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To the Honorable Mayor, Members of the Common Council, and the Citizens of the City of
Rochester:

We are pleased to submit this Comprehensive Annual Financial Report of the City of Rochester,
Minnesota, for the fiscal year ended December 31, 1998.  Responsibility for both accuracy of the
data and the completeness and fairness of the presentation, including all disclosures, rests with the
City.  We believe the report is accurate in all material respects and is reported in a manner that
presents fairly the financial position and results of operation of the various funds and account groups
of the City.  All disclosures necessary to enable the reader to gain the maximum understanding of
the City's financial activities have been included.

The comprehensive annual financial report is presented in three sections:

1. The Introductory Section, which is unaudited, includes this transmittal letter, the
government's organizational chart and a list of the City=s principal officials.

2. The Financial Section includes the general purpose financial statements, required
supplementary information (which is unaudited), the combining and individual fund and
account group financial statements and schedules, and the independent auditor's report on
the financial statements and schedules.

3. The Statistical Section, which is also unaudited, includes selected financial and demographic
information, generally presented on a multi-year basis.

The organization, form and contents of this report were prepared in accordance with the standards
prescribed by the Governmental Accounting Standards Board, the Government Finance Officers
Association of the United States and Canada, the American Institute of Certified Public Accountants,
the State Auditor's Office - State of Minnesota and the City Charter.

The City is required to undergo an annual single audit in conformity with the provisions of the Single
Audit Act of 1984, the Single Audit Act Amendments of 1996, and U.S. Office of Management and
Budget Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations. 
Information related to this single audit, including the schedule of federal financial assistance, findings
and recommendations, and independent auditors' reports on the internal control structure and
compliance with applicable laws and regulations, is included in a separate single audit report.
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REPORTING ENTITY AND ITS SERVICES

The financial reporting entity includes all funds and account groups of the City of Rochester. 
Rochester Public Utilities is a department of the City of Rochester and is therefore included in the
Proprietary Funds section of this report.  There are no legally separate entities that meet the
requirements of being considered a component unit of the City.

The City provides a full range of services.  These services include police and fire protection;
construction and maintenance of highways, streets and infrastructure; electric, water and wastewater
utilities, airport and transit services; recreational and cultural events.

The City of Rochester, incorporated on August 5, 1858, is governed under a charter adopted August
22, 1904.  The Common Council is composed of seven Council members.  Six Council members are
elected by ward and the president is elected at large, all serving four-year terms.  The government
currently has a land area of 39.69 square miles and an estimated population of 79,685. The
government has the power by state statute to extend its corporate limits by annexation, which is
done periodically when deemed appropriate by the governing council.

ECONOMY AND OUTLOOK

The City currently enjoys an extremely vibrant economic environment and indicators point to
continued growth. Located 78 miles southeast of Minneapolis and St. Paul, Rochester's strong
economy is built around world-renowned health care, cutting-edge technology, agriculture and
agribusiness.  As home to the Mayo Clinic and IBM Rochester, the City has developed into an
economic growth center and the cultural hub of southeastern Minnesota.  Its many recreational and
cultural activities draw people from southeastern Minnesota and northern Iowa.  Add these benefits
to a low crime rate and an exceptional school system, it is easy to see why Money magazine
continues to rank Rochester in the top places to live.

Major Employers - Mayo Foundation.  Mayo Foundation, the largest employer in Rochester,
provides health care services for more than 400,000 patients each year.  These patients come from
all 50 states and more than 150 countries.  Mayo provides comprehensive hospital and outpatient
services at each of its three major locations -- Rochester, Minnesota; Jacksonville, Florida; and
Scottsdale, Arizona.  At each site, clinical practice is closely integrated with advanced education and
research programs.  Mayo Foundation also includes Mayo Health System, a network of clinics and
hospitals in 55 communities in southern Minnesota, northern Iowa, and western Wisconsin.

In 1998, Mayo Foundation’s total employment was 32,531 full-time equivalents, up from 30,497 in
1997.  Mayo Medical Center Rochester, which includes Mayo Clinic, Saint Marys Hospital and
Rochester Methodist Hospital, employed 19,485 full-time equivalents, up from 18,768 in 1997. 
Mayo-Rochester continued to be the largest revenue generator, responsible for 48 percent of Mayo’s
overall $2.37 billion in 1998 patient revenue.  As a private, not-for-profit foundation, any excess of
revenue over expenses remains with Mayo, helping fund the ongoing replacement and growth in
working capital, research and education endowments, facilities and equipment.

Mayo Medical Center is proceeding with its plans to expand patient care facilities here in Rochester.
Announced in 1997, construction is well underway on a series of projects, phased over the next
seven to ten years.  The first phase currently under construction includes a new eleven-story
710,000 square foot clinical building , a new nine-story 194,900 square foot administrative services
building and multiple expansions and renovations to existing facilities.  Altogether, Mayo Foundation
occupies approximately 12 million square feet in Rochester, or about 2½ times the size of the Mall
of America.
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Major Employers - IBM Rochester.  The Rochester plant is the chief manufacturing and
development center for IBM's Application Business Systems (ABS), whose core products are both
the AS/400 mid-range computer, and more recently, the RS/6000.  While two other plants in Italy and
Mexico also build the computers, Rochester dominates ABS because it creates all new computer
models and remains one of the corporations most profitable operations.

IBM Rochester’s workforce grew by about seven percent or 400 workers in 1998, to its highest level
in five years.  Current employment is 5,900 regular workers plus an undisclosed number of
“supplemental” workers.  The build-up of workers is occurring both in the laboratory where the
AS/400 and RS/6000 are designed and on the manufacturing floor.  IBM’s System Storage Division
installed a third production line for high-performance storage drive disks.  IBM remains Rochester’s
second-largest employer and a significant force in Rochester’s thriving economy.

Other Employers.  Although Mayo and IBM are the major employers in the City, thirty-eight
manufacturing and service firms in the community report 100 or more employees at the end of 1998.
The restructuring of IBM in the early 1990’s provided the impetus for numerous start-ups and
expansions that continue to add to that employment diversity.

PEMSTAR, a company created by former IBM executives in January of 1994 has enjoyed rapid
growth.  Employment at PEMSTAR has now grown to 561 full-time equivalent employees in
Rochester.  The City issued Industrial Revenue Bonds in 1998 to finance construction of an 87,500
square foot, $11.5 million expansion that was completed in the fall of 1998.  PEMSTAR has also
expanded overseas in recent years with plants in Thailand, Singapore and China.  Most recent
company announcements include notice of the purchase of Quadrus, a distributor of electronic
components based in San Jose, California, doubling the size of PEMSTAR.

Western Digital, manufacturer of computer disk drives based in Irvine, California, recently completed
its new $30 million research and development facility of 200,000 square feet.  Citing availability of
an experienced, educated, productive labor force as the reason for choosing Rochester, Western
Digital continues to exceed its employment estimates.  Employment has grown quickly, from 320
technical jobs at the end of 1997 to its current level of 503.

Federal Express and Airborne Express continue to expand air cargo operations at Rochester
International Airport since their first daily flights in 1996.  Federal Express completed a 90,000
square foot on-field distribution facility in the fall of 1998 and Airborne is planning a 20,000 square
foot facility.  Air Cargo shipments were up 6.9 percent over a year ago, and 60 percent over first
quarter 1997.  Not only does the airport gain from land leases and fees on pounds of cargo, but
these services also make the local businesses more competitive in the marketplace by improving
their shipping and receiving efficiencies.  This activity is beginning to spur additional development
in the airport area including recent announcements for a hotel and restaurant.

Downtown Development.  The City's leadership recognized the importance of an economically
healthy downtown to the general well being of the community and to growth and expansion of our
largest employer, Mayo Foundation.  The Downtown Development District was established in 1976
to provide a financing tool to encourage reinvestment in the City's central business district.

Private development in the downtown district during 1998 included the renovation of the former City
Hall building into upscale apartments, the renovation of the former Woolworth store into office and
retail space, and the construction of a Hilton Garden Inn Hotel on a former parking lot.
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The City continued to develop its own infrastructure with the construction of the Third Street parking
Ramp and the 2nd Street SW Skyway Bridge.  The City is currently in negotiations with developers
for a major extended-stay hotel and retail/entertainment complex that would occupy 1½ city blocks
in the downtown core.

Building Permits.  All-time permit records were set in 1998.  The value of permits issued, 
$257.1 million, set a new record for building permit valuation in a single year!  This is compared
to $199.7 million in 1997.  Total numbers of permits increased from 2,275 to 2,695 surpassing
the previous record of 2,407 in 1991.  The average yearly value of building permits issued in the
past ten years has been $162 million, which includes $50.01 million as the average yearly value
of new homes constructed. 

Permits for public facilities included the new City parking ramp at $4.5 million and new Soldiers’
Field bathhouse at $1.01 million.  Major commercial projects permitted included Shorewood
Senior Housing at $14.5 million, Hilton Garden Inn at $8 million, six Essex 24-unit apartment
buildings at $7.9 million, Wynnwood Senior Housing at $5.1 million and Western Digital partial
permits for $3.1 million. Total permits issued to Mayo Foundation for their downtown campus
buildings was $43.8 million and for St Marys Hospital campus was $8.8 million.  Valuation for
permits issued to IBM Corporation totaled $18 million.

During 1998, 532 permits for single family dwellings having a total valuation of $70.9 million
increased 25% over last year’s total and ranked as the third highest annual amount behind 1989
and 1991. Total housing units (including single and multiple dwelling units) for the last 5 years
was 3,104, with 50% of the units in the northwest quadrant of the city, 34% southwest, 10%
northeast and 6% southeast. 

Building permit activity continues strong into 1999 with the first four months on another record-setting
pace for the upcoming year with 167 single family dwelling permits and 20 multiple dwelling permits
issued.  Total valuation for this period is $116.5 million, which is 51.5% higher than the same period
in 1998.

Summary.  Rochester’s economic growth continues to surge.  Total employment has grown at a
very healthy 6.3 percent rate during the past twelve months, for a gain of 4,634 jobs.  The March
1999 unemployment rate was 1.7 percent for the Rochester metropolitan area, down from 1.9
percent a year ago and well below the U.S. national average of 4.3 percent.

The local economy has a tradition of being insulated from economic downturns.  The Mayo Clinic
and IBM are the foundation for Rochester's economy.  Significant diversity exists, however, in
Rochester's other service and goods producing employers.  They all have helped provide the stability
that has enabled the city to maintain our AAA bond rating for more than 20 years.  Clearly, Rochester
continues to have an enviable economic outlook.

MAJOR INITIATIVES

For the Year.  The 1998 budget program identified and provided for several major programs needed
to meet citizens' needs for services and to safeguard the environment in conformity with applicable
federal and state standards.  These programs included municipal building construction, construction
of additional trunk line sanitary sewer and water mains to serve new subdivisions, street construction
and reconstruction, and the initiation of the five major projects approved under a 1998 local option
sales tax.

During the Year.  Construction on the City's national volleyball center complex was completed in
September of 1998.  The City received a $2.3 million matching grant from the State of Minnesota
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in 1996 to construct the $4.6 million center.  The facility is being constructed as an addition to the
Rochester School District's new third high school.  This intergovernmental cooperation will save the
area taxpayers over $1.0 million in shared resources and allow greater utilization of a premier
recreational facility.

A new $4.3 million, 500 car parking ramp was completed and opened during 1998 in the downtown
area to meet increasing need.  A contract with Mayo foundation on a portion of the ramp spaces
assures positive operating income while allowing the City an orderly process to reallocate spaces
for general public parking as demand increases.  The City now owns and operates five parking
ramps in the downtown.

The relocation of Fire Station #4 is nearing completion at an estimated final cost of $2.0 million. This
construction was necessary in order to maintain our prompt emergency response times to Rochester
properties as our boundaries continue to expand.

Significant taxiway and ramp improvements were completed at the Rochester International Airport
during 1998 to serve the growing air cargo industry there.  Total expenditures on this improvement
exceed $2.9 million.  The private benefit portion of these cost will be recovered through lease
agreements with the cargo carriers.

Conversion of the pool at Soldiers Field to a water park was completed in 1998 and a new bathhouse
for the complex was under construction to be ready for the 1999 season.  Estimated final cost when
complete is $1.4 million.

For the Future.   The 1998 State Legislature approved the City’s request to extend its 1/2% local
option sales tax, contingent upon local voter approval.  Citizens approved this important funding
source at a special election held on June 23rd of 1998.  The local sales tax will fund up to $71.5
million in capital costs plus financing.  Planning and design is well underway for these five important
projects of regional benefit.  Construction will begin in 1999 and continue for several years as
follows:

• Civic Center Complex.  Sales tax funding of approximately $13.5 million, matched by $2.8
million in State funding, will be used for an exhibit hall and other improvements to remain
competitive with other civic centers for convention and meeting business.  The hotel and
restaurant industry employs 8,000 people and is the third largest industry in SE Minnesota.
Over 5,000 hotel rooms exist in Rochester with additional facilities currently breaking ground.
The Civic Center improvements will attract business to support this industry while avoiding a
property tax increase.  Construction on this project is scheduled to begin in 1999.

• University Center Rochester (UCR).  Approximately $20 million in sales tax funding will
improve education facilities at the University Center Rochester.  The first $5 million is needed
to match $5 million in State funds for a Regional Sports and Recreation complex at UCR.
Design on this project is underway with bids to be let in early 2000.  The remaining $15 million
will leverage future State funding for facilities.

• Water Quality.  Approximately $22.5 million of sales tax funds will help extend water, sewer,
and stormwater lines and increase existing trunk line capacity.  Over 2,000 homes surrounding
the City are using septic systems that were built prior to adoption of standards for well and
septic system construction.  Funds will provide an affordable solution for property-owners, a
reduction in groundwater pollution, and protection for the City water supply.  City staff has
already held informational meetings for those neighborhoods eligible for the program. 
Numerous petitions for improvements have now been received as a result. This significant
project will span multiple years and have a total estimated cost of over $60 million. 
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Annexation of affected property will occur and significant in-fill development areas will become
available as a result.

• Transportation Improvements - Highway 52.  This $100 million State project will require a City
cost of $10 million for frontage roads, utility relocations, and reconstruction of local streets.
Highway 52 in Rochester is a regional traffic artery, which has more traffic than any other road
in SE Minnesota.  Sales tax funding of approximately $10 million will accelerate the
construction schedule and will avoid a City property tax increase for this regional project.

• Rochester International Airport.  Approximately $5.5 million in sales tax funding will be used
to match other Federal and State funding to extend primary and secondary runways and will
avoid a local property tax increase.  These improvements will benefit passenger air carrier and
air cargo operations, which are essential to the local economy.  Bids are currently out for
phase one, estimated to cost $4.5 million.

In addition to this full agenda of projects, the City is moving forward on a series of initiatives
designed to address the housing shortage that currently exists in Rochester.  Despite the noted
surge in residential construction, the flourishing local economy is making it difficult for some newly
hired workers to find housing in Rochester.  Council recently approved staff initiatives outlined in a
report that documented this need for additional affordable housing in Rochester.  We will be working
with the Olmsted County Housing and Redevelopment Authority in proceeding with those initiatives.

FINANCIAL INFORMATION

All financial transactions of the City are accounted for in specific funds authorized or required by the
City Charter, Chapter XI.  The City's accounting records are maintained on the accrual, or modified
accrual basis, as appropriate.  The accrual basis of accounting is used by the proprietary fund types.
The governmental and fiduciary fund types utilize the modified accrual basis of accounting.  The
notes to the financial statements (Note 1) present a summary of the significant accounting policies.

Single Audit.  As a recipient of federal, state and county financial assistance, the City also is
responsible for making sure that an adequate internal control structure is in place to ensure
compliance with applicable laws and regulations related to those programs.  This internal control
structure is subject to periodic evaluation by management and the internal audit staff of the City.

As a part of the City's single audit, described earlier, tests are made to determine the adequacy of
the internal control structure, including that portion related to federal financial assistance programs,
as well as to determine that the government has complied with applicable laws and regulations. The
single audit for the fiscal year ended December 31, 1998 has not yet been completed but we do not
anticipate any instances of material weaknesses in the internal control structure or significant
violations of applicable laws and regulations.

Budgetary Control.  The City maintains management budgeting controls at the subfunction level
by an encumbrance system.  At the function level, only the Common Council can legally revise the
adopted budget.  A contingency appropriation is provided for this purpose.  Generally, budget
amendments will not alter the total expenditure budget of the City.  All 1998 amendments, individual
and total, were not material in relation to the original appropriation.  Expenditure appropriations lapse
at year-end.  The expenditure budget may not legally be exceeded at the function level of control
presented in Form A-3 in the Financial Section of this report.  Monitoring of budgets is maintained
at the department level by departments or divisions.  However, expenditures in excess of the
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departmental budget require administrative approval.  Open encumbrances are reported as
reservations of fund balance at year end.

General Governmental Functions and Fund Balance (Forms BCDEF).  A summary of general
governmental revenue sources in the General and Special Revenue Funds for the years ended
December 31, 1998 and 1997 is presented in the following table:

GENERAL GOVERNMENTAL REVENUES

1998 1997
% of % of        from 1997   

Revenue Sources Amount Total Amount Total Amount %

General Property Taxes $ 14,487,765 30% $ 14,145,654   32% $ 342,111 2%
Lodging & Franchise Taxes 2,178,786   4% 1,999,153     4% 179,633 9%
Licenses and permits 2,089,061   4% 1,829,172     4% 259,889 14%
Fines and forfeits 354,644      1% 298,180        1% 56,464 19%
Intergovernmental revenues 14,820,225 31% 14,418,041   33% 402,184 3%
Charges for services 6,932,927   14% 5,207,055     12% 1,725,872 33%
In lieu of taxes 6,164,668   13% 5,588,536     13% 576,132 10%
Other revenue 1,207,581   3% 670,614        1% 536,967 80%

Total $ 48,235,657 100% $ 44,156,405 100% $ 4,079,252 9%

Increase (Decrease)

Total general government revenues increased 9% over 1997.  A significant portion of that increase,
however, is related to airport charges for service.  Airport management agreements with the Airport
Company, a subsidiary of Mayo Foundation, are being amended to reflect recent requirements of the
Federal Aviation Administration (FAA) on the accounting for revenues and their expenditure when
derived from grant-funded assets.  Net of this change, total revenues increased 5.5%.
General property taxes increased only 2% for the general and special revenue funds in 1998. A
reduction in pension fund obligations paved the way for Council to hold down the tax levy despite
the demands of the growing community.

Lodging taxes increased $180,814, or 10.6%, continuing a strong trend fueled by recent Civic Center
expansion and Mayo Foundation’s growth in the community.

Building permits provided increased revenue of $251,138 or 16% over last year’s banner year. Fine
revenues continued its growth trend since the hiring of additional officers assigned to patrol.

In lieu of tax payments grew significantly due to increased electric and water usage and the
implementation of a sewer in lieu of tax charge.

General governmental expenditures.  The following table presents a comparative analysis of the
major general governmental expenditures in the General and Special Revenue funds by function:
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GENERAL GOVERNMENTAL EXPENDITURES

1998 1997
% of % of

Function Amount Total Amount Total  Amount %

General Government $ 3,667,678 8% $ 3,383,487 8% $ 284,191 8%
Public Safety 18,939,105 43% 18,547,963 45% 391,142 2%
Public Works/Airport 9,674,681   22% 8,170,450   20% 1,504,231 18%
Library 3,537,181   8% 3,391,262   8% 145,919 4%
Culture 527,695      1% 536,136      1% (8,441) -2%
Parks and Recreation 7,138,295   16% 6,570,739   16% 567,556 9%
Economic Development/ 
Tourism 626,747      2% 560,999      2% 65,748 12%
Community Reinvest./ 
Unallocated 166,711      0% 172,657      0% (5,946) -3%

Total $ 44,278,093 100% $ 41,333,693 100% $ 2,944,400 7%

      from 1997

  Increase (Decrease)

Total expenditures in these funds increased 4.6% net of a $1,037,597 increase in airport
expenditures due to the changes made to meet FAA requirements as noted above.

The increase in General Government spending is primarily due to expenditures by the Council to
study and address impacts of railroad expansion plans proposed by Dakota Minnesota and Eastern
Railroad.  With this railroad bed running right through Rochester, important life safety and traffic flow
issues surround this topic.

Public Safety expenditures were held down despite the addition of one police officer due primarily
to a reduction in pension obligations.  This reduction occurred as a result of strong investment
returns on pension assets held by the Minnesota Public Employee Retirement Association.

Park and recreation expenditures increased due to the opening of the new National Volleyball Center
and the new Graham Arena North ice facility.  Mayo Civic Center also saw its first full year of
operation in the expanded facility.  The Parks division increased employee expenditures when filling
positions that had been left open during some restructuring of the department.

Fund Balance.  The unreserved fund balance in the general fund as of December 31, 1998, was
$13,764,947 an increase of  $2.4 million from the prior year and amounting to 41.7% of 1998 general
fund expenditures and other financing uses.  This balance will provide for a gradual service level
adjustment should reductions in local government aid or other unforeseen events occur.  It also
provides adequate cash reserves to assure the City can continue the long-standing policy of
providing cash flow for general fund operations with these reserves until general property tax and
local government aid revenues are received.  As of December 31, 1998, portions of this balance
were designated as general contingency for both future compensated absences in the amount of
$3,574,814 and subsequent years' appropriations totaling $2,731,011.
 
Because of charter provisions for separate administering boards, the Library and Park and
Recreation departments maintain their own unreserved fund balances in the Special Revenue
Funds.  Unreserved fund balance for the library fund amounted to $832,485 at the end of 1998, or
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23.5% of expenditures.  Park and recreation unreserved fund balance was $2,941,784, or 41.2% of
expenditures.

Debt Administration.  Total long term debt outstanding at year-end 1998 and 1997 is as follows:

Debt Issue Type
Balance 
12/31/98

Balance 
12/31/97

Tax Increment $ 11,962,080 $ 10,598,080
Improvement 705,000 1,375,000
Demand Sales Tax 0 5,700,000
Wastewater Treatment 10,000,000 10,700,000
Notes Payable 1,162,051 1,367,468

Total $ 23,829,131 $ 29,740,548

The City drew funds on its 1997 tax increment bond during 1998 to provide temporary cash flow
needs for the Downtown TIF District, primarily for the Parking Ramp project.  A total of $2,139,000
was outstanding on this bond at the end of 1998.

A prepayment of $2.7 million was made on the demand sales tax bonds in November of 1998 due
to better than expected sales tax receipts during 1998.  The entire remaining principal of $5.7 million
was therefore redeemed on these bonds during 1998, one full year earlier than scheduled.

The reader should refer to the notes to the financial statements (Note 7) for a summary of the City's
bond transactions for the year.

Bond Rating.  In 1977 the City's double A credit rating was revised to a triple A by both Moody's and
Standard and Poor's.  The City has consistently maintained those ratings for the last 29 years. Bonds
rated triple A are considered to be of the best quality and therefore incur the lowest interest costs
when borrowing.  Both Moody's and Standard and Poor's completed a rating review of the City's debt
obligations during 1998 and affirmed the City's current bond ratings as follows:

Moody's
Investors
Service

Standard
& Poor's

General Obligation Bonds Aaa AAA

Capital Project Funds (Form H).  The Capital Projects Funds are established to receive all taxes
levied and such other monies directed by the Common Council including proceeds from the issuance
of general improvement bonds for the acquisition of lands, improvement and construction of
buildings, bridges, and other permanent improvements.  The capital projects approved in the six year
Capital Improvement Program are accounted for in these funds.  It has been Common Council policy
to allocate general property taxes and operating transfers for capital improvements and debt service
requirements, thereby avoiding a "roller-coaster" effect on the tax levy and saving interest cost on
bonded debt.

Certain improvement construction is financed with general obligation improvement bonds that are
initially payable from special assessments.  Improvement construction includes sewer and water
construction, streets and street improvement, curb and gutter, sidewalks, and storm sewer projects.
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Improvement construction is reported in the Capital Project Funds in accordance with Statement No.
6 of the Governmental Accounting Standards Board.

Capital Project expenditures and other financing uses totaled $24,313,321, down slightly from 1997.
 A breakdown of those expenditures by category as well as funding sources can be found in Form
H-2 of the financial statements.

The six-year Capital Improvement Program is reviewed annually and revised, if necessary.  The
annual review assures that the program will be a continuing part of the planning process and that
it will be consistent with changing demands as well as changing patterns of cost and financial
resources.

Enterprise Funds (Form I).  The City’s enterprise funds were established to account for activities
of government units that are self-supported through user-charges.  The City operates the following
enterprise operations: parking utility, municipal electric and water utility, and the sewer utility.  The
electric and water services, comprising the Rochester Public Utilities (RPU), are placed under the
direction of the Board of Public Utilities.  Governmental accounting principles require these
operations to be included in the annual comprehensive report of financial operations of the various
City functions established by City Charter.  A separate annual financial report has also been issued
for these enterprise funds.

The parking, electric, water and sewer utilities all make in lieu of tax payments to the City's general
fund. Electric and water in lieu of tax payments are determined on a percent of unit sales while the
parking utility's payments are based on 9% of gross revenue.  The sewer utility initiated in lieu of tax
payments in 1998 and is scheduled to ramp up to 7% of revenues.  In 1998 in lieu of tax payments
for the parking, electric, water and sewer utilities were $198,904,  $5,507,409, $299,940 and
$150,000 respectively.
 Operating results for all City enterprise funds during 1998 are summarized as follows:

Parking Utility Electric Utility Water Utility Sewer Utility

Operating revenue $ 2,629,283 $ 74,314,371 $ 4,327,175 $ 7,921,814

Less: Operating expenses 1,699,116 71,889,824 3,378,479 4,577,996

Operating income before 
depreciation 930,167 2,424,547 948,696 3,343,818

Less: Depreciation 633,870 2,326,165 369,326 3,075,189

Operating Income $ 296,297 $ 98,382 $ 579,370 $ 268,629

The Sewer Utility benefited in 1998 from the first of a series of five approved rate increases
averaging 2.5%.  These increases were the result of a 1997 rate study and planned system
improvements.   Unit sales for both the water and sewer utility increased due to both the additional
manufacturing line operating at IBM and general community growth.

The Electric Utility continued its three-year trend of diminished net income.  The utility has worked
diligently to reduce costs and reduce margins in preparation for anticipated deregulation of the
industry.  Rate reductions occurred for customers for the third year in a row during 1998.  The utility
is committed to providing the lowest possible cost to its customers while continuing to provide
sufficient capital to meet growth demands of the community.
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Internal Service Funds (Form J). The Equipment Revolving Fund was created by Council resolution
for the purchase and replacement of rolling stock equipment.  City departments pay rental charges
to the fund for equipment used in providing services.  The Common Council approves replacements
during the annual budget review.  Retained earnings in the fund are available for equipment
replacement.

During 1998, the City also established an Information Technology Revolving Fund.  Operating much
like the equipment revolving fund, departments pay rental charges for computers and other office
technological equipment.  Reserve cash balances in the fund are used to discount the rental charges
thereby reducing and leveling out the taxpayer's cost of providing employees with this needed
equipment.

Risk Management.  The City's risk management activities are also accounted for in the Internal
Service Funds at the Self-Insurance individual fund level.  Premiums are paid into the self-insurance
fund by all other user departments (funds), and are available to fund claims, claim reserves and
administrative costs of the program.  Interfund premiums are based principally on claims experience
and are reported as quasi-external interfund transactions.

The City maintains a self-insurance program for employee group health coverage and workers'
compensation and a high deductible policy on property and casualty coverage.  The group health
program is limited to losses of $200,000 per claim with a variable annual aggregate, and the 1998
workers' compensation exposure is limited to $560,000 per occurrence, both through the use of stop-
loss policies.  The City's general and auto liability policies retain a $100,000 aggregate deductible
exposure with a $750,000 statutory limit of coverage.  The City recognizes a liability on individual
claims when a claim is probable and the amount can be reasonably estimated.  In addition the City
recognizes an estimated liability on claims that have been incurred but not reported. An indication
of the effectiveness of the workers’ compensation program is that the premium allocation for
workers' compensation for 1998 is estimated to be a factor of 0.87 of the Workers' Compensation
Reinsurance Association adjusted pure premium exposure base rate.  Health coverage premiums
were increased 8% in January of both 1997 and 1998 in response to increased loss experience in
this area.  Premiums still remain below average market for comparable coverage.

Employee Retirement Systems.  Substantially all employees of the City of Rochester are covered
by a statewide defined benefit pension plan administered by the Public Employees Retirement
Association of Minnesota (PERA).  Employees participate in one of the following plans:

Public Employees Retirement Fund (PERF), a cost-sharing multiple-employer plan
Public Employees Police and Fire Fund (PEPFF), a cost-sharing multiple-employer plan
Police and Fire Consolidation Fund (PFCF), agent multiple-employer plan

PERF members belong to either the Coordinated Plan or the Basic Plan.  Coordinated members are
covered by Social Security and Basic members are not.  All new members must participate in the
Coordinated Plan.  All police officers, fire fighters and peace officers qualifying for membership by
statute are covered by the PEPFF or PFCF.  All pension disclosures are presented in Note 12 to the
Financial Statements.

Cash Management.  Cash temporarily idle during the year was invested in U.S. Treasuries, U.S.
Government Agencies, commercial paper, AAA-rated municipal bond and a daily money market
savings account.  The amount of interest earned in 1998 was $6,810,765 compared with $6,775,475
in 1997, which resulted in an approximate yield of 5.93% in 1998 compared with a yield of about
5.87% in 1997.  To provide maximum return, substantially all investments are pooled on an interim
basis within an Investment Trust Clearing Fund.
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The City's investment policy provides that all investment decisions shall be prudent, following safety
and liquidity guidelines to minimize credit and market risks.  As disclosed in Note 3, all deposits were
either insured by federal depository insurance or collateralized. The City does not use leveraging
strategies to enhance yield nor does it invest in derivative products for speculative profit.  All
collateral on deposit was held either by the City, its agent, a financial institution's trust department,
or the Federal Reserve Bank held in the City's name.  The classification of the category of credit risk
is covered in Note 3 to the financial statements.

OTHER INFORMATION

Independent Audit.  State law provides that the City may arrange for examination of its books,
records, accounts and affairs, or any part thereof, by the State Auditor, or by a Certified Public
Accountant.  It has been a long-standing policy of the City to provide for a complete annual audit of
City records by a Certified Public Accountant.  The independent auditors' report has been included.

Awards.  The Government Finance Officers Association (GFOA) awarded a Certificate of
Achievement for Excellence in Financial Reporting to the City of Rochester, Minnesota for its
comprehensive annual financial report for the fiscal year ended December 31, 1997.  The Certificate
of Achievement is a prestigious national award recognizing conformance with the highest standards
for preparation of state and local government financial reports.

In order to be awarded a Certificate of Achievement, a government must publish an easily readable
and efficiently organized comprehensive annual financial report, whose contents conform to program
standards.  The CAFR must satisfy both generally accepted accounting principles and applicable
legal requirements.

A Certificate of Achievement is valid for a period of one year only.  The City of Rochester has
received a Certificate of Achievement award each year for the last 29 consecutive years (1968 –
1997).  We believe our current report continues to conform to the Certificate of Achievement
program requirements, and we are submitting it to GFOA to determine its eligibility for another
certificate.
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